ABSTRACT: This study analyzes changing trends in U.S. health spending and concludes that although the long-term growth trend has been a good predictor of future spending, periodic differences in the growth trend are important. Of particular concern is the rapid acceleration in health spending beginning in 1998. If left unchecked, the current growth rate will result in almost 24 percent of GDP spent on health by 2011. The authors question whether such unconstrained spending levels are either desirable or inevitable, and they offer a guide to how the United States might develop a long-term cost-containment strategy that is both effective and sustainable.
S p e n di n g f o r h e a lt h c a r e in the United States has resumed its upward growth, and it now exceeds the growth trend rate of the late 1980s and early 1990s. 1 Annual growth in national health spending per capita accelerated from 4.3 percent in 1997 to 6.0 percent in 2000. 2 The Centers for Medicare and Medicaid Services (CMS) now anticipates that health spending will increase much faster than growth in gross domestic product (GDP) and will exceed 17 percent of GDP by 2011. 3 Some have reacted to the resurgence in health spending growth with resigned pessimism. In a recent commentary, Drew Altman and Larry Levitt identified as short-lived the impact of the cost containment strategies employed in the past three decades; they conclude that future decades will not look different than recent ones in terms of national health spending growth. 4 Some economists maintain that Americans do not seem to want things any other way and suggest that escalating health care spending is therefore desirable. 5 Still others report that the growth in health spending is primarily determined by changes in the country's na-tional income (GDP) in previous periods and that future health spending levels will adjust automatically to changes in our national output. 6 This suggests that we should soon witness a marked reduction in the rate of health spending growth.
The pessimism or determinism of today is quite different from the serious concerns expressed by the analytical community in the 1970s and 1980s about the negative consequences of the inflation trends in those periods, and the belief that it was both possible and desirable to intervene through public policy to change them. 7 There is no question that health care analysts are now wiser about the difficulties of changing the long-term trend lines for spending. But should we really believe that health spending growth is predetermined by unstoppable forces and, even more questionably, that such growth is always desirable for our society?
Even though some growth in spending is often desirable, it must be kept in mind that the health care market, such as it is, is far from perfect and that society forgoes other goods and services when health care dollars are consumed inefficiently or wastefully. Moreover, the health care sector is big enough to cause sizable and painful economic ripples when its growth rate sharply accelerates or decelerates. We also should not forget that employment-based insurance is a voluntary effort by employers, and as the cost of insurance rises, employers question their ability to subsidize such coverage. For some, this means eliminating coverage; for others, it results in a greater share of the costs being shifted to employees and, in turn, a reduction in employees' ability to afford such insurance.
In this paper we review the current growth in spending and concerns associated with these rates. We then attempt to forecast where current trends might lead, and we offer suggestions about possible strategies to create a more balanced, and therefore sustainable, long-term growth rate.
The American Experience Since The 1960s
n The long-term trend. Per capita health spending in the United States has grown almost continuously over the 1966-2000 period (Exhibit 1). This underlying growth trend has led some analysts to conclude that any attempt to control health care spending can be successful only for short periods. Ultimately, they believe that the country will return to its long-term growth rate, which is primarily determined by the growth in real national income. 8 There are other reasons to support this conclusion. Over time, the presence of private insurance and other forms of coverage has shielded patients from much of the cost at the point of service. The result has been largely unrestrained demand for any available services consumers or their physicians believe could be useful. Victor Fuchs has termed this behavior as "flat of the curve" medicine, whereby services are consumed up to the point that they have no value and significance. 9 This consistent availability of funds has encouraged innovation, adoption, and use of increasingly expensive services and escalating health care spending.
Fuchs developed his concept prior to the "managed care revolution" of the 1990s. One result of this revolution was to move the United States to a point where medical interventions and the use of new technologies and procedures generated greater value relative to their costs. 10 The widespread approach was to restrain consumers' and providers' high expectations with utilization controls and financial risk arrangements for providers. But, as is well known, such actions were not popular, and in the face of the backlash against managed care, many utilization controls were discontinued. How close we are again to the "flat of the curve" position today is unclear, but if unfettered growth in spending continues, we are clearly moving in that direction. If the past decades have taught us anything, it is that the pressure to use medical technologies up to the point that they have no marginal value is very strong, and as a result, the long-term spending growth trend may appear to be inevitable.
n Short-term trends. The long-term spending trend, however, masks major year-to-year or period-to-period variations. We believe that these variations can provide some important lessons about the forces affecting the growth rate of health R i s i n g S p e n d i n g care spending. Although in most years the annual growth rate in real terms was positive, there have been certain periods when the rate was substantial and other periods when it was close to zero. This can be seen more clearly by focusing on deviations from the mean growth rate for the entire period (Exhibit 2). This series reveals that 1991-2000 represents the longest sustained period when spending was below the long-term trend. Exhibit 2 also shows that annual spending grew the fastest in the 1960s and 1980s.
To highlight these period differences, we calculated year-to-year growth rate regression equations separately for each decade using the data shown in Exhibit 1. As one might guess from examining that exhibit carefully, the growth coefficients for the 1970s and the 1990s are much smaller than they are for the 1980s: plans. In contrast, by the early 1980s most of the governmental regulatory apparatus had been dismantled, and by the late 1980s the few remaining state rate-setting efforts were ended and the market approach of the 1990s had not yet been assembled. One of the authors of this paper has called the 1980s "the decade of halfway competitive markets and ineffective regulation." 11 The years following 1997 indicate a growth rate that is close to what we experienced in the 1980s. In fact, if the current trend continues, growth in health care spending in the first decade of the twenty-first century could exceed that of the 1980s.
Thus, to various degrees at differing times, market forces or governmental actions or both have dampened growth rates in health care spending. This is partly good news: In any given year, the growth rate is neither inevitable nor impervious to influences from the market or from government. The bad news, or perhaps a hard lesson from the past, is that the United States historically has relied on one component of the system at a time for the means of controlling costs. This approach may have been effective for a limited period but was not sustainable.
n Time-limited successes. When something works to control spending, is the success inevitably time-limited, with a return to the long-term trend? U.S. history suggests that might be true, and surely any limitation on spending will be met by strong resistance from groups negatively affected. In the 1970s health care providers fought the various constraints imposed on them by government. Many of these constraints were invisible to patients, and while provider groups attempted to make the case that payment limitations or certificate-of-need restrictions negatively affected quality of care and access for patients, consumer groups and employers generally supported these governmental efforts.
This was not true in the 1990s. In that decade patients and consumer groups were at the vanguard of those protesting the limitations imposed by managed care plans. What was similar in both decades was the ultimate reaction of the political system. In the late 1970s and 1980s the federal government and most state governments unraveled their health planning systems and eliminated most health care price control systems. In the latter part of the 1990s governments imposed substantial regulatory and legal restrictions on the behavior of managed care plans. It seems like we are again facing a decade of halfway competitive markets and ineffective regulation.
The reactions of the political system to constrained growth in health care spending suggest that it has lacked the will to stay in the background when the negative consequences of reduced growth become apparent. Certainly, there are always negative consequences to one group or another from reduced spending, but there are also positive consequences. The lessons of history point in the direction that the groups feeling the negative consequences win the political battle and push government to intervene to restrict the use of those elements that have been most effective in curtailing spending growth.
Is this outcome inevitable? To the extent that the actions of the political system correctly reflect the "will of the people," and if their will is to continue having the political system intervene to stop the limitations on spending, then the experience of the past thirty-five years will be repeated in the next thirty-five years. We have also learned that the growth rate is critically important. Thirteen percent of GDP spent on health care was judged to be excessive in the early 1990s, when the spending growth rate exceeded double-digit levels for several years. In 1996 the percentage of GDP spent on health was also about 13 percent, but with an annual growth rate below 5 percent for several years, the opposite "political" conclusion seemed to prevail: "We need more spending!" But could we possibly reach a level of spending (as a proportion of national income) that is judged to be too high, when the will of the people will say, "Slow down!" and mean it?
The Downside Of Large Cyclical Swings In Spending
The wide range and sharp periodic cycles in spending growth produce disproportionate strains that contribute to the perception of a health system in constant crisis. 12 In the midst of the swirling, there is inherent confusion and frequent incidences where segments of the provider system or individuals are on the verge of bankruptcy, and at other times accusations of excessive profit taking.
This instability is often exacerbated by government actions, whose cyclical fluctuations in health spending are highly episodic. For example, per beneficiary Medicare spending grew at an annual rate of 8.4 percent from 1992 to 1996 and fell to a low of 2.1 percent from 1997 to 2000. In contrast, private per enrollee premiums rose at an annual rate of 5.5 percent during 1992-1996 and 5.1 percent from 1997 to 2000 (calculations based on data from Exhibit 3). The problem is compounded when a periodic change in government spending is matched with a similar directional change in private spending. This is what happened in 1999 and 2000, and it is still a factor for some types of services today.
Are Government Payment Controls The Answer?
Government plays a variety of roles vis-à-vis our health system. Most importantly, it administers two major health care financing programs that, in total, account for more than 40 percent of health care spending. Thomas Bodenheimer commented on the Altman/Levitt analysis mentioned above by pointing out that they ignored the general downward trend in Medicare program spending per enrollee. 13 However, a comparison of changes in private versus public spending reveals a different picture: While in some years government was more successful than the private sector was in controlling health spending, in other years the private sector did a better job. Actually, the coefficient explaining the decline in yearly private per enrollee spending growth is slightly larger (that is, there is a steeper decline in private spending) (Exhibit 3). Thus, the federal government has not found the magic bullet, either. In essence, the same forces appear to be influencing both trends with differences in timing.
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Future Trends
The upward spending trend that began in 1998 is likely to continue without some outside intervention, by market forces or government or both. As this paper is written in mid-2002, the forces for continued upward growth seem strong. As in similar past cycles, the first phase was dominated by health insurance premiums rising faster than underlying health service costs. 14 We have now entered the second phase, where underlying health care service costs are growing more rapidly. For much of the 1990s reduced spending for inpatient hospital care was a key factor in keeping overall health care spending growth low. The direction of this trend has now changed. Led by an increase in admissions and higher factor costs, inpatient hospital spending is now showing an upward growth trend. Changes in spending for inpatient hospital care reached a low of -5.0 percent in 1997. The trend has turned upward since then, and in 2001 inpatient spending grew by 3.5 percent. The renewed growth in spending for hospital care was highlighted in 2001 by Paul Ginsburg, who showed that hospital spending constituted the largest proportion of health spending growth in 2000 (43 percent). In 1999 increased spending for prescription drugs was the largest factor (35 percent). 15 Adding to the concern of higher spending for hospital care is the assessment of a leading health care consulting firm that this country will need to increase its hospital capacity by 40 percent over the next decade. 16 The cost implications of this prediction are staggering. Even if such predictions are excessive, they do suggest that the era of declining hospital inpatient spending is over, and with prescription drugs, outpatient care, and other health sectors continuing to grow, ac- celerated growth in overall costs seems to be a likely outcome. To see where the current upward trend might lead, we projected its continuation through the end of the decade based on the growth rate trend during 1997-2000 (data not shown). While straight-line growth projections are highly suspect, they do have the advantage of highlighting where current trends will lead us without the intervention of new forces. This projection suggests that by the year 2011 the proportion of U.S. GDP spent on health care will grow to more than 23 percent, up from its 2000 level of 13.2 percent. Absurd as these numbers appear, even using the slower spending growth rate projected by the CMS, the GDP percentage will still grow to 17 percent.
At present, there seems to be little political will or general inclination to constrain spending. Adding to these spending increases are consumers who are more willing to select higher-spending preferred provider organizations (PPOs) than lower-spending, tighter forms of managed care. This suggests that the ultimate spending level in 2011 could be higher than the CMS predicted. In either case, can we really be confident that the public will view the prospect of such growth rates as desirable?
A Guide For Achieving Sustainable Growth
Unfortunately, in the past the nation has let one group bear the full brunt of slowing the growth in spending, with the other stakeholders retreating to the sidelines or, worse, working at cross-purposes. In the 1970s we had some success in holding down spending with the help of governmental regulations. In the 1990s we again saw some success, resulting from efforts by managed health plans. Current developments suggest that consumers will be asked next to hold down health care spending. Consumers alone, we believe, cannot appreciably slow the growth in health spending. Rather, consumers, employers, insurers, providers, and government must undertake complementary actions to restrain costs and thereby guide the rate of increase in spending. In the following section we briefly explain our rationale for such an approach.
As in other sectors of the economy, the general aim is to use resources to produce goods and services that benefit consumers more than would alternative uses of those resources. This requires actions directed at three related objectives. First, the adoption and use of new technologies should be more carefully considered, based on their health care benefits and costs. Second, improved health of the population and avoidance of illnesses should be encouraged, to help reduce demand for intensive treatment services. Third, the structure and process of health care delivery need incremental, if not major, reforms, to reduce systemic waste and inefficiencies. These objectives relate to the major cost drivers in health care, as depicted in Exhibit 4.
n Role of activated purchasers (consumers and employers). Increasing consumer sensitivity to costs is critical if the use of health care resources is to be ratio-
8 J a n u a r y 2 0 0 3 nalized. Patients need to understand and take into account the cost implications of the care they request. The burden of selecting the most appropriate care plan in terms of costs and benefits should not be left totally to health professionals. A financially motivated patient can help guide this process. By paying a higher percentage of the premium and larger coinsurance rates, employees will have more of a financial incentive to choose more tightly managed care plans that have in place mechanisms to select more cost-effective delivery of health services. 17 Although we support some increases in patient cost sharing, if these increases become too large, many individuals and families could stand in harm's way. They could be forced to drop coverage, restrict their use of needed medical services, and reduce the use of important non-health care services. The situation is similar for employers; escalating health care spending may result in fewer employers' offering coverage to workers. Employers cannot finance health care benefits indefinitely through reduced profits (which can be low or nonexistent) or lower wages (which must be sufficient to retain workers and in some industries are already near the minimum). Where possible, it is desirable for employers to offer comprehensive benefits, not only to limit workers' financial exposure but also to encourage proactive management of health conditions and avoid needless and expensive progression of illness. Acting individually and collectively, employers can contribute by actively pursuing indicators that make the health care system accountable to purchasers. These include requiring quality standards, such as report cards and improvement programs, and more consistent and reliable premium pricing, to help dampen the insurance cycle.
In the end, we believe, consumers and their employers alone will not be able to turn back the forces of medical inflation. They will need help, and plenty of it, from the other stakeholders if they are to contribute on a sustainable basis to dampening current spending growth rates.
n Role of care managers (providers and insurers). If the advantages of comprehensive insurance are to be retained, we will continue to face its disadvantages as well. At the point of service, consumers will face prices lower than the cost of producing the service and will want to consume a greater volume and intensity of services than the health benefits would warrant. As discussed above, we support the inclusion of more consumer cost sharing to partially mitigate such factors. But physicians and other providers are important agents for recommending and delivering services, and they too should be part of the effort to use expensive resources wisely. Insurers must be part of the process as well, to be "care managers" and not just payers of services. Unfortunately, the return of more traditional fee-for-service financing arrangements pushes the system in the other direction, as providers are rewarded for delivering more services, some of which may be of questionable value. In spite of this, we believe that providers should want to contribute to a strategy that supports moderate spending growth. So, too, should insurance companies want to do more than just pay bills. While the current environment is still quite hostile to most forms of "managing care" by insurance companies and many companies have moved to eliminate such behavior, we suggest that developing effective managed care techniques is important for the long-term survival of private insurance. Absent such a strategy, the health care sector could suffer badly. Larger segments of the population will lose private insurance and either become uninsured or be displaced to publicly funded programs, resulting in a smaller private insurance market. With continued reliance on sporadic cost control measures, government programs will likely reduce provider payment rates, and overall revenues to many provider units could either be reduced or not grow as fast as the cost of providing services. This problem will be exacerbated by increases in uncompensated care expenses. Further, it is likely that government will step up its efforts to monitor and regulate providers' practice patterns. At the extreme, government may be pressured by an enraged public into controlling all medical care prices.
Thus, to a degree, the outlook for providers resembles the outlook for consumers. Some could fare well under higher spending, but many would experience disproportionate pressures and a heavy burden. A more desirable future would involve better management of resources by providers and insurers, to help limit demands by consumers for new and increasingly expensive technologies and services that do not bring sufficient medical benefits.
To assure more appropriate use of health care resources, the financial incentives of providers need to be better aligned with those of the patient. Thus, cost sharing by consumers should be mirrored by cost sensitivity on the part of providers. 18 Capitation has been the method used for this in the past and could be used again. But it must be designed to avoid past pitfalls, particularly capitation rates that physicians and hospitals knew to be totally inadequate to pay for needed (as op-W 3 -1 0 8 J a n u a r y 2 0 0 3
A n a l y t i c F o r u m "To assure appropriate use of resources, the financial incentives of providers need to be better aligned with those of the patient."
posed to questionable) services. Also, the process of decision making, including the delineation of the relevant alternatives and the quantifying of benefits versus costs, should be based on the best empirical science available, not just the personal experiences of providers and patients. This implies a more formal and sciencebased process, not only for the formulation of clinical innovations but also for the adoption, diffusion, and routine use of medical technologies and treatments. There are limits on how much to restrain the pressures for patients to want the newest technologies and for health plans to restrict the income and independence of providers. If we learned anything from the late 1990s, it is that we crossed the line. To restrain spending in a more balanced way, in addition to providing financial incentives to providers who use resources more efficiently, insurers can help by covering and providing preventive services and early treatment interventions that help to avoid progression to higher severity conditions. Care managers also can perfect and expand their use of "disease management" programs for the chronically ill. 19 There is growing evidence that such interventions can lower costs over the long run, by producing a healthier population with less need for health care services and reducing the use of expensive services by those who do become ill. 20 By learning how to manage populations better and allocating resources to best meet the needs of the population, insurers and providers can contribute to reengineering the structure and process of care. The U.S. health care system has traditionally been organized around delivering medical services to treat acute illness episodes by means of capital-intensive institutions. Unfortunately, this orientation results in a delivery system that is ill suited for addressing the ongoing needs of people with chronic illnesses. 21 Such people need services and supports that will enable them to live in community settings, promote their physical and mental functioning, and limit the progression of disease and disability. Therefore, better serving the care needs of people with chronic illnesses requires a shift in focus toward a more preventive, coordinated, and community-based orientation.
n Role of government. Although there is ample evidence that many of the new procedures and technologies have improved the health status of the U.S. population, their high costs make it more imperative than ever to use these resources wisely. 22 A major deficit in the current U.S. system is a pervasive lack of knowledge regarding the incremental effectiveness of various types of services. For example, with hospital services often costing thousands of dollars per day, it is becoming increasingly important to have information about the incremental costs and benefits of services available in other settings. Similarly, new prescription drugs are often positioned to replace existing drugs that are much cheaper. Some people clearly benefit from the most expensive drug; however, in the judgment of many, there are too many patients consuming too many units of the more expensive alternatives, whose incremental benefits are not sufficient to justify the higher costs. 23 The responsibilities of government in health care are manifold, including providing coverage for poor and other disadvantaged groups. Government also needs to help provide the information base for better use of health care services. Government has an indispensable role of sponsoring or conducting technology assessments (including cost-effectiveness analyses) that can inform payers regarding their coverage and reimbursement policies. Payers need to know which new technologies to cover, what value to expect in terms of benefits, and consequently what amounts would be worth paying.
The U.S. health care system has a formal and careful process for determining the safety and efficacy of new products, but more of an ad hoc process for making coverage and reimbursement policies for emerging products. Accordingly, there is a need to greatly increase the funding for studies that assess the outputs of research in terms of their contribution to improving health status, relative to their costs. Given that the potential overuse of new technologies coincides with the rate of innovation, perhaps the federal government should earmark a certain percentage of basic research funding levels (for example, 5-10 percent) for investigating the incremental effectiveness and costs of alternative treatments in actual delivery systems. This would be in addition to the efficacy studies using controlled conditions and comparing new services to placebo or existing treatments.
Important determinants of total spending include the increased availability of hospital beds and other major capital resources. During the 1990s managed care plans put pressure on providers to limit the availability and use of expensive and underused services. Some of these efforts were probably too severe or poorly implemented, but if these pressures are simply eliminated with nothing to take their place, a spending cycle that is equally harmful could be set in motion.
As an alternative, we believe that the activities of private insurers should be supplemented with some form of government regulation to limit the growth in new and expensive capital expenditures. Several studies have shown that one of the most effective tools used in other countries to limit health spending growth has been their use of capital expenditure limitations. 24 Although the United States has had less success with such controls in the past, we may need to reintroduce them, particularly if health inflation continues at or near current levels.
Over the longer term, the amount of capital investment should be gauged in relationship to the expected medical benefits of the new technologies and procedures. Where there is clear evidence that a new innovation has sufficient benefit, it should not necessarily be constrained because it is expensive. On the other hand, we should not ignore the added costs of these new activities, and we should be mindful of the need to be sure of the medical benefits before undertaking a massive investment program.
T h e u n i t e d s tat e s i s p o i se d f o r s i z a b le i nc r e a se s in health care spending for the next decade. The CMS projects that within the next decade this country will use more than 17 percent of its GDP for health care services, a 30 percent increase from the levels in 2000! And these projections could be quite conservative. Given that current spending growth rates project an even higher level of spending by the end of the decade, some (unspecified) efforts by government, consumers, and the private sector will be needed to reduce spending in the near future. Without such efforts, we might see spending reach levels closer to 24 percent of GDP by 2011. Of concern in addition is the expected amplitude of the cyclical oscillations in the spending growth rate. We are again witnessing spending growth rates of more than twice the rate of inflation, as measured by the Consumer Price Index; for the CMS projections to turn out to be accurate, we would likely have to see some years when spending levels barely keep up with inflation. Such a scenario has the potential to cause great harm to many groups in the population through reduced access to services, fiscal problems for employers and government, uncertainty for insurers, instability for providers, and an increase in the number of uninsured people.
We reject the presumption that traveling down this road is desirable or inevitable, and we believe that a national strategy must be developed to reduce the magnitude of the cyclical swings and produce a stable long-term spending growth rate, which is judged acceptable by the various health system stakeholders. The past has taught us that we allow the long-term cost drivers to go unchecked for too long and then revert to one form of cost containment or another, relying primarily on one group to put the system into reverse. This strategy leads to excessive swings in the growth rate, an attack on the group that is asked to reverse the upward spending trend, and continuous upward pressure on the health care spending level. To change this cycle requires the active involvement of consumers, employers, and providers, as well as government and private insurance plans. The most important aspect of our recommended approach is a focus on developing techniques and sustainable incentives to better manage the use of services, particularly new and expensive technologies.
